BLUE DOLPH N EXPLCRATI ON QQ, ET AL
| BLA 98-228 Deci ded March 23, 1999

Appeal of a decision by the Associate Orector for Policy and Man-
agenent | nprovenent, Mneral s Managenent Service, denying appel lant's
appeal froma decision of the Production Accountability Branch denyi ng
processi ng al | onances taken agai nst royalty. MB 96-0252 RG

Affirned in part, reversed in part, and renanded.

1 Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

The sal e price received by an affiliate of the | essee
inthe first arms-length transaction is properly con-
sidered in determning val ue for royalty purposes.

2. Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

Under the pre-1988 Departnental regul ations, "pro-
cessing" of wet gas contenpl ated the renoval of

or extraction of |iquefiable hydrocarbons. Uhder
the post-1988 regul ations, renmoval of hydrocarbon
and nonhydr ocar bon subst ances are included w thin
the definition of "processing” wet gas. 30 CF. R
§ 206. 101 (1988); 30 CF. R § 206.151 (1988).

APPEARANCES. Lawence G MBride, Esq., Washington, DC, for appellants;
Howard Chal ker, Esq., and Geoffrey Heath, Esq., for the Mneral s Managenent
Servi ce.

(PN ON BY ADM N STRATI VE JUDEE THRRY

B ue Dol phin Expl orati on Gonpany (B ue Dol phin or appellant) and its
affiliate, Mssion Energy, Inc. (M3), have appeal ed froma Novenber 18,
1997, decision of the Associate Drector for Policy and Managenent | nprove-
nent (Associate Orector), Mneral s Minagenent Service (MB), affirmng
a My 9, 1996, order by the Production Accountability Branch (PAB), M
prohi biting the deduction of a processing allowance for the cost of oper-
ating MB's vapor recovery unit (VR) at its Buccaneer Hant, and requiring
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B ue Dol phin and MB to recal cul ate and pay additional royalties on product
recovered by the VRU U/

B ue Dol phinis | essee and operator of the Gal veston B ock 288, a
group of Federal outer continental shelf (QACS) |eases governi ng produc-
tion froma nunber of oil and gas wells known col |l ectively as the Buccaneer
FHeld MA operates the "Buccaneer H ant onshore Texas," where natural
gas is separated fromthe |iquid hydrocarbon stream (whi ch contai ns bot h
crude oil and condensate) piped in fromthe Buccaneer FHeld via B ue
Dolphin's pipe line. (Satenent of Reasons (SCR at 7.) The Buccaneer
P ant processes production not only fromB ue Dol phin's Gl veston B ock
288, but al so from14 other GOCS | eases.

Production fromthe Buccaneer FHeld is piped to the onshore Buccaneer
Pant inthe formof a "commngled |iquid and gas hydrocarbon stream
where it isinitially separated via a "slug catcher” into crude oil and
natural gas conponents. (SR at 7.) The natural gas conponent is conveyed
by pi peline through dehydration facilities and is delivered to the sal es
neter at the intake of Dow Chemical's Freeport F ant, which, during the
relevant tine period, was the sol e purchaser of natural gas fromthe MA
slug catcher. 1d. M stores the renmaining |iquid product streamin a
tank battery before punping it to the barge loading facility, where it is
netered for royalty purposes. 1d.

At thetineit is piped out of the slug catcher, the liquid product
streamhol ds crude oil, condensate, and entrained gas in varying pro-
portions. Prior to 1993, the entrai ned gas renai ned suspended in the
liquid product streamuntil it reached the tank battery, where the gas
was vented into the at nosphere when it achi eved nornal at nospheric pres-
sure. Inlate 1993, however, MH installed the VRJ a systemdesi gned
to capture entrained gas. The natural gas liquids (NA's) derived from
the gas in the VRUis sold to Enterprise Products Gonpany of Houston
(Enterprise) for fractionation into ethane, propane, isobutane, and
natural gasoline. (SRat 2, 8.)

The VRU consi sts of three sequential processes. Hrst, the "heater-
treater vessel" captures the entrained natural gas by vaporizing it as
the entire liquid streampasses through. (SORat 8) Wiletheliquid
product continues on to the tank battery to be netered and stored, the
extracted gas is piped to the "conpressor-scrubber system" where either
"natural gas liquids" (according to appellants) or "condensate,” (accord-
ing to M) is separated fromthe bal ance of the captured "flash" gas. 2/

1 Specifically, the My 9, 1996, O der directed B ue Dol phin to

"recal cul ate, report, and pay additional royalties associated wth the

B ue Dol phin P peline System((perations SystemNo. 1.0), Buccaneer

A ant/ Gal veston Bl ock 288 Agreenent No. 891-008670-0 (Buccaneer M ant),
fromfirst production to the date of the Qder, * * * and prospectively."
2/ The parties have a fundanental di sagreenent concerni ng whether the
product shipped to Enterprise is "natural gas |iquids" or "condensate."
The SR at 8 designates the captured gas as "flash gas."
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Fromthis point, the dry ("flash") gas is nerged through a netered connec-
tionintothe BDDowgas line, while the liquid product is piped to a pres-
surized storage tank, where it awaits truck delivery to Enterprise. It is
the royalty fromthis remaining |iquid production that is in dispute.

n January 3, 1994, lvory Production, B ue Dol phin's predecessor,
submtted a request for waiver of royalty due on gas fromthe VRJ stating
that "MA's prinmary purpose for installing this equi prent was conpl i ance
wth the Environnental Protection Agency's newrules requiring facilities
such as MB's to emit no vapors to the atnosphere,” and that "the capital
and operating costs of this equi pnent wll nost probably exceed the revenue
received." O March 4, 1994, MVE denied Ivory's request for conpl ete wai -
ver of royalty, and required allocati on of VRU production to each well.

h April 20, 1994, however, MVB nodified its earlier order by permtting
all royalty obligation for VRU production to be allocated to Ivory. (M&
FHeld Rport, Attachnents E F, and G)

O May 9, 1996, the PAB, MVB, reviewed Ivory's royalty reporting pro-
cedures wth reference to VRU production, and det er m ned:

Lpon review of the schematics prepared by MB Energy, Inc.,
for the referenced property, PAB determned that |vory is incor-
rectly reporting the production and royalties on the referenced
property and erroneously cl ai mng nanuf acturing al | onances.
Based on Federal Regul ations at 30 CGFR § 206. 151 (1995), * * *
we determned that the process utilized in this facility does
not separate the liquids fromthe gas using either adsorption,
absorption, or refrigeration. Therefore, the Buccaneer H ant
is viewed as a separation facility, not a gas processing pl ant
and does not qualify for a processing all onance. Gs produced
fromthis facility shoul d be reported as unprocessed gas, rather
than residue gas, and the |iquids recovered fromthe VRUJ shoul d
be reported as scrubber condensate not Natural Gas Liquids.

(PAB Qder to Conply at 1-2.)

B ue Dol phin appeal ed to the Appeals Dvision on two grounds. Hrst,
B ue Dol phin charged that MBS Qder to Gonply erroneously characteri zed
the VRU portion of the Buccaneer P ant as a separation, rather than as a
processing facility, and argued that the VRJin fact generates "processed
gas" wthin the definition of "processing® found at 30 CF. R 8§ 206. 151.
Appel lant argued that the VRJis essentially a "gas plant” fromwhich dry
gas and NA's are extracted fromwet gas, and that the fact that "Nd.'s"
are of a "raw nake" when they are sold to Enterprise is not determnative
of whether they have been "processed’ as that termis defined by regul a-
tion. (Response to FHeld Report at 3 at 3-5.) Secondly, B ue Dol phin
nai ntai ned that, because MB, and not B ue Dol phin, is responsible for
sale of the "VRJrecovered gas,"” and because MH has arms-Ilength transac-
tions wth third party purchasers for the sale of this gas, neither MA
nor B ue Dol phin bears royalty obligation for the VRJ product.
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In his Novenber 1997 Decision, the Associate Drector held that VRU
production is royalty bearing pursuant to 30 CF. R 8§ 202.150(b) (1) and
pursuant to the applicabl e | ease agreenents. Secondly, he held that, pur-
suant to the definition of "processing" found at 30 CF.R § 206.151, 3/
the salient factor to be examned i n determning whet her operations qualify
for a processing allowance is "the function of the equi pnent utilized in
the facility." (Decision at 2-3.)

The Associate Drector examned the function of the VRU equi pnent,
stating:

The first part of the VRJ the heater treater, does not
gual i fy as processing. This conponent separates gaseous products
froma streamof liquids by heating the liquids. By definition,
therefore, it is not a "process designed to renove el enents or
conpounds * * * fromgas. * * *." * * * |n any event, the heating
process is not one that would qualify for an al | onance.

The equi prent found in the three-stage conpressor/ scrubber
systemis considered field processing equi pnent. The nain func-
tion of this equipnent is conpression and nechani cal separation.

The condensate recovered is aresult of initially raising the
pressure of the gas streamby use of the three-stage conpressor
and then decreasi ng the pressure and nechanical |y separating the
condensate fromthe gas streamby use of the separator vessels.

(Decision at 3.) The Associate Drector therefore upheld PAB s Oder of
Gonpl i ance.

Appel lant rai ses the sane issues inits SORbefore this Board that it
rai sed before the Associate Drector: (1) whether VRU product is subject
toroyalty at all, and, if so, (2) whether the products generated by the
VRJ are in fact "processed’ as that termhas been defined by 43 CF. R
§ 206. 151.

The Secretary of the Interior is authorized to | ease land on the QCS
under the Quter Gontinental Shelf Lands Act (QCSLA), as anended, 43 US C
§ 1337 (1994), for the exploration and devel opnent of mneral resources,
including oil and gas. The provisions of QC3LA 43 US C 88 1331-1356
(1994), and | eases issued pursuant to that Act, require paynent of royal -
ties equal to a specified percentage of the anount or val ue of the oil
and gas produced. Wien it passed this Act, CGongress coomtted the Govern-
nent to the goal of obtaining fair narket val ue for offshore oil and gas
resources. \Vatt v. Energy Action Educational Foundation, 454 US 151,
162 (1981); Gonoco Inc., 110 1BLA 232, 239 (1989); Sun Exploration &
Production ., 104 IBLA 178, 184 (1988); Amco Production (., 78 IBLA

3/ Inits Decision at 2, MM cites the applicable regulation as 30 CF.R
8§ 206.152 (1996). The nmaterial quoted, however, is found at 30 CF. R
§ 206.151. See Decision at 4.
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93 (1983), aff'd, Anoco Production Go. v. Hodel, 627 F. Supp. 1375 (WD
La. 1986), vacated and renmanded, 815 F.2d 352 (5th dr. 1987), cert.
denied, 108 S Q. 2898 (1988).

The Secretary has considerabl e discretion in determning the val ue
of production for royalty purposes. Mrathon Gl . v. lhited Sates,
604 F. Supp. 1375, 1382 (D A aska 1985), aff'd, 807 F.2d 759 (9th Qr.
1986), cert. deni ed 107 S Q. 1593 (1987) Gonoco Inc., supra at 240;
Texaco, Inc., 104 IBLA 304, 308 (1988); Aroco Production Go., supra at 96.
That discretion is t enper ed onl y by the standard of reasonabl eness.
Qonoco Inc., supra; Texaco Inc., supra at 310. The party chall enging a
royalty val uation by MM has the burden of show ng that the nethod of
calculationisinerror. TXP Qperating G., 115 IBLA 195, 204 (1990);
Wilter Ol & Gas Gorp., 111 IBLA 260, 266 (1989); Mbil Gl Gorp., 108 |IBLA
216 (1989); Amoco Production (., 85 IBLA 121 (1985); Amco Production Qo.,
78 I BLA at 95.

[1] Bl ue Dol phin argues that VRU production is not subject to royalty
because MH is not a lessee, nor has it nade paynents for VRU product cap-
ture to any | essees. Thus, according to appel l ants, because no | essee has
recei ved val ue for the production, no royalty is due. Appellants admt,
however, that MB is a "sibling conpany,” or affiliate, of B ue Dol phin
Expl oration Gonpany, whi ch hol ds the Gal veston B ock 288. Both conpani es
are owned by B ue Dol phin Energy Gonpany, as is B ue Dol phin A peline Gom
pany, which provides pipeline transportation for itself and other producers
inthe GCS and Texas waters area. (S(Rat 2-3.)

QCS.A provides that the Departnent obtains royalties based on the
"anmount or val ue of the production saved, renoved, or sold.” 43 US C
§ 1337(a) (1) (A B (1994). onsistent wth OCSLA departnental regul ations
found at 30 CF. R 88 202.100(b)(1) (1995) and 202.150 (b)(1) (1995) 4/
provide that "all gas [or oil] produced froma Federal or Indian | ease
is subject toroyalty.” Sandards for val uing production of oil and gas
for royalty purposes fromFederal |eases are found at 30 CF. R § 206. 102
(oil) and 30 CF.R § 206.152 (gas). Those regul ations provide that, in
the case of arms-length sales, the val ue of production shall generally
be the "gross proceeds" accruing to the | essee. Lessees bear the burden of
establishing that sales are at arms length. 30 CF. R § 206. 102((b)(1)(|)
(oil); 30 CF.R § 206.152(b)(2)(i) (unprocessed gas) and 30 CF
§ 206.153(b) (1) (i) (processed gas). For nonarms-Ilength transactl ons,
production is valued at "M benchrmarks,” found at 30 CF. R § 206. 102( C)
(oil) and 8§ 206. 152(c) (unprocessed gas) and 8 206. 153(c) (processed gas),
and then conpared to the "gross proceeds accruing fromthe sal e of the
separated products.” (Answer at 4.)

This Board has held that the sale price received by an affiliate of
the lessee in the first arms-length transaction is properly considered
in determning value for royalty purposes. Xeno, Inc., 134 IBLA 172, 179

4/ Al citations of Departnental regulations refer to the 1995 regul ati ons
ineffect at the tine of the audit, unless otherw se not ed.
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(1995); Shell Ol G. (O Reconsideration), 132 I BLA 354 (1995), over-
ruling, Shell QI ., 130 IBLA 93 (1994); see Santa Fe Energy Products,
@., 127 TBLA 265 (1993), aff'd, Santa Fe Energy Products v. MQut cheon,
90 F.3d 409 (10th Qr. 1996) For purposes of sale of the liquid pr oduct
captured fromthe VRJ the first arms-length sale that occurs is that

whi ch occurs between Enterprise and MB, notw thstanding the fact that

all lessees, including B ue Dol phin Expl orati on Gonpany, nmay have con-
tractual |y ceded their authority to collect conpensation for VRUIliquid
products to MEB. Appellants have not established that the value of liquid
product captured fromthe VRJis appropriately "0." S nce MH received a
price for the product, the material has value, and is properly detern ned
to be royalty-bearing. That portion of the M Qder is affirned.

[2] Ve next turn to the question of whether appel | ants shoul d
be granted a processing al |l onance for production recovered fromthe VRU
The resol ution of this question is grounded in two well-settled principles
found in Federal oil and gas royalty law The first is the concept of the
duty to narket; the second pertains to the distinction that has been nade
in the | aw between "unprocessed" and "processed gas.” Unhder the pre-1988
Departnental regul ations, "processing” of wet gas contenpl ated the renoval
of or extraction of |iquefiable hydrocarbons. Uhder the post-1988 regul a-
tions, renoval of hydr ocar bon and nonhydr ocar bon subst ances are i ncl uded
wthin the definition of "processing® wet gas. 30 CF. R § 206.101 (1988);
30 CF.R 8§ 206.151 (1988); see Exxon Gonpany, US A, 121 |BLA 232, 243-
244, 98 |.D 409, 414 (1991)

V¢ have often stated: "The lessee is required to place gas in narket-
able condition at no cost to the Federal G)ver nnent or Indian | essor unl ess
otherw se provided in the | ease agreenent.” Anson (., 145 | BLA 221, 225
(1998). Sece Bailey D Gothard, 144 IBLA 17 (1998); TX TP uerating .,
supra at 202-03; Amco Product i on ., 112 I1BLA 77, 87 (1989); The Tax .,
64 1.0 76, 79 (1957) See al S0 Mesa perati ng ltd. v. US Depar t nent
of the Interior, 931 F.2d 318 (bth dr. 1991); Gilifornia . v. Wall,

296 F.2d 384, 388 (DC dr. 1961). "Mirketable condition” neans the

"l ease products are sufficiently free frominpurities and otherwse in a
condition that they wll be accepted by a purchaser under a sal es contract
typical for the field or area.™ 30 CFR § 206.101. In Glifornia . V.
Wall, the court, in discussing the | essee's duty to narket, stated:

The premise for the Secretary's decision in the case
before us was that, since the | essee was obligated to narket the
product, he was obliged to put it in narketabl e condition;, and
that the "production” was the product in narketabl e condition.
* * * There is a clear distinction between "narketing" and nerely
selling. For the forner there nust be a narket, an established
denand for an identified product.

Gilifornia G. v. Wall, supra at 387, 388 (footnote omtted). Inthis
case, however, these liquid hydrocarbons were narketed wthout further
processing prior toinstallation of the VRO See S(R at 32-33.
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Appel | ants argue that the operations in question are properly categor-
ized as "processing,” pursuant to 30 CF. R 8§ 206.151, and, therefore, an
al | onance should be granted. That regulation states, in pertinent part:

Processi ng neans any process designed to renove el enents or
conpounds ( hydrocar bon and nonhydr ocarbon) fromgas, includ-
ing absorption, adsorption, or refrigeration. Held processes
which nornal |y take place on or near the | ease, such as natural
pressure reduction, nechanical separation, heating, cooling,
dehydration, and conpression, are not consi dered processing.
The changi ng of pressures and/or tenperatures in a reservoir
is not considered processing.

MVE takes the position that the product has not been processed,
because the operations perforned by the VRU do not break down the product
into constituent parts by neans other than "natural pressure reduction,
nechani cal separation, heating, cooling, dehydration, and conpression,"
and because the product nust undergo further refinenent before it is broken
down into its various hydrocarbon constituents. The product, according to
ME, has not reached the | evel of refinenent necessary for classification
as "natural gas liquids,” or "gas plant products,” permtting a "processing
al l onance" pursuant to 30 CF. R § 206.158, but is properly classified as
"condensate,” or nore specifically, "scrubber condensate,” subjecting it to
val uation pursuant to 30 CF.R § 206.152, pertaining to "unprocessed gas."

According to appel | ants, however, the definition of "processing"
permts the creation of "raw nmake" NA's in just this fashion. Appel -
lants argue that the liquids captured in the VRJ are interned ate prod-
uct s: they are baS| caIIy 'natural gas |iquids" extracted from"wet gas”
to create "dry" "residue” gas. "Both steps," according to appel | ants,

"[i.e.] taking ‘V\et gas' and extracting the NA's to leave a "dry,’
“residue,’ |argely-nethane gas stream and * * * fractionating the I\G_'s
into separately narketabl e product s--are processing under the MG rul es.
(Reply to Answer at 14.) Appellants challenge MB denial of a process-
ing al |l onance based upon the Preanbl e to the 1988 revision of gas roy-
alty valuation regul ations, and the Board' s decision in Lhion Ol . of
Gilifornia, 116 I1BLA 8, 13 n.5 (1990).

Prior to examning pertinent regul ati ons and case | aw, however, a
closer ook at what happens in the VRUis instructive. Vernon R Luning,
Vi ce-President of (perations for MB and B ue Dol phin, avers the fol |l ow ng:

3. (ne of the process additions to the Buccaneer H ant,

wth which | was directly involved, was the addition of the VRU
in August, 1993. * * *

* * * * * * *

5. The VRUJ has never produced any "condensate", using
that definition of "condensate" found at 30 CFR 206. 151, nor has
ME recovered or sold any condensate since the VRU was install ed.
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The product of the initial (heater-treater) vessel of the VRUis

a natural gas streamthat is not liquid at one atnosphere. Prior
toinstallation of the VRJ natural gas escaped fromMa's |iquid
hydrocarbons as they were held in storage tanks at one at nosphere
pressure, and vented in gaseous formto the atnosphere.

6. The second treatnent, which is the conpression phase
of the VRJ vyields two distinct products: a nethane gas stream
transported to and netered into the B ue Dol phi n-Dow gas |i ne;
and a volune of NAs that still require (but are susceptibl e of)
fractionation, that goes to the pressurized natural gas |iquids
storage tank installed and operated as part of the VRU

7. * * * gnceinstallation of the VRJ all NI 's fromthe
VRUJ have been del ivered to Enterprise under armis length contract
between MB and Enterprise for fractionation at Enterprise' s plan
into natural gas plant products, * * *.

8. The average heating val ue of the B ue Dol phi n- Dow
gas line leaving the slug catcher ranges from1050 to 1070 BTU
[British thermal units]/cu.ft. The average heating val ue of
the natural gas streamfromthe initial (heater treater) vessel
of the VRU ranges from1550 to 1600 BTU cu.ft. After process-
ing to renove the Nds fromthat gas stream its average heating
val ue (as netered before entry into the MH-DONgas |ine) ranges
from1300 to 1350 BTU cu.ft. In ny experience, any natural gas
streamwth a BTU val ue greater than 1100 BTU cu.ft. is consi d-
ered processabl e.

(Affidavit of Vernon R Luning, S(R Attachnent 1.)

According to MMB, however, "the gas is not processed because al |l of
the equi prent at Buccaneer is for nechani cal separation, heating, cooling,
and conpression,” whi ch are excluded fromthe regul atory definition of
pr ocessi ng:

A review of the Buccaneer schenatic denonstrates that the
gas is not processed. There is no absorption, adsorption or
refrigeration or other simlar processes enpl oyed at Buccaneer.
Rather, this schematic shows that the VRU enpl oys nechani cal
separation, heating, cooling and conpression.

Beginning wth [the] Heater Treater (TR 1000 on the
Buccaneer schematic), crude oil and entrained gas i s nechani -
cally separated into crude oil and gas. The crude oil goes
into ol storage tanks and i s sol d.

The gas goes into the Vapor Recovery Gonpressor (G 1000
on the Buccaneer schematic). The VRUJ conpresses the gas up to
400 psi and forces it into a O scharge Separator (V-1002 on the
Buccaneer schenatic) whi ch operates at 400 psi and 100 degrees
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fahrenheit. The DO scharge Separator nechanical |y separates

the gas fromcondensate. Fomthe DO scharge Separator, gas

is returned to an Inlet Separator (V-1000 on the Buccaneer
schenatic) and Gas ontactor (D 1000 on the Buccaneer schenati c)
for treatnent. Then the gas is sol d.

The condensate is warned (heating) to 110 degrees
fahrenheit in the Heat Exchanger (E 1001 on the Buccaneer
schenatic) and nechanically separated again in the N& H ash
Separator (V-1000 on the Buccaneer schenatic) which operates
at 300 psi and 100 degrees fahrenheit. Hash gas fromthe NA
Hash Separator (V-1001 on the Buccaneer schematic) is recycled
back to the Vapor Recovery Gonpressor (G 1000 on the Buccaneer
schenatic) for conpressor inlet suction pressure nai ntenance.
Apart of the flash gas is sold after flashing again in the
di scharge separator. The renaining flash gas i s recycl ed agai n
t hrough the VRU

The condensat e | eaving the NA& H ash Separator (V-1001 on
t he Buccaneer schenmatic) is stored in the N&. Product S orage
tank (\V-1003 on the Buccaneer schenatic) before it is transported
to the Enterprise fractionation plant.

(MVB Answer at 6-8.)

MVE does not consider the Btu content of the gas at the tine it | eaves
the VRUto be proof that the gas streamhas been "processed.” M inter-
prets the Luning Affidavit in the fol |l ow ng way:

B ue Dol phin states inits Luning Aifidavit, paragraph 8, after
"processing” to renove the N@s fromthe gas stream "its aver-
age heating val ue ranges from1300 to 1350 BTU cu. ft." However,
after gas passes through a processing plant, the BTU cont ent

is usually about 1000 BTU per cubic foot. There is a | ower

BTU content after processing because processi ng renoves nost of
the |iquid hydrocarbons heavi er than ethane. However, as B ue
Dol phin states, the average heating val ue of the gas flashing

of [f] the N& flash tanks at Buccaneer "ranges from 1300 to

1350 BlU cu.ft." This relatively high heating val ue indi cates
that alot of entrained liquids renain in the gas. The entrai ned
liquids remain in the gas because the VRUis sinply a nechani cal
separator that is unable to renove the amount of |iquids that can
be renoved by processing. This is another indication that MG
correctly concluded that the gas is not processed in the VRU

(MVE Answer at 9.) 5/

5/ hreply, appellants do not chal | enge MB characterization of the
net hods by which the liquids are separated fromthe flash gas in the VRU
nor do they chall enge MB expl anation of the Btu content of the product
| eavi ng the VRU
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Fromthe information provided to us by the parties, we concl ude that
the liquid product captured by the VRU has been "processed” and i s not
"condensate” as that termis defined at 30 CF. R § 206.151. The product
of the initial (heater-treater) vessel of the VRJis a natural gas stream
that is not |iquid (condensate) at one at nosphere. The second treat nent,
which is the conpression phase of the VRJ yields two distinct products:
a nethane gas streamtransported to and netered into the B ue Dol phi n- Dow
gas line, and a volune of Nds that still require (but are susceptible of)
fractionation, that go to the pressurized NA's storage tank installed
and operated as part of the VRO Al NI's fromthe VRU are del i vered
to Enterprise under arms-length contract between MB and Enterprise for
fractionation at Enterprise’'s plant into natural gas plant products.

As we observed in Exxon Gonpany, U S A, supra, where an el enent of
a gas streamis "processed into a gas plant product” and sol d, a process-
ing deduction would apply. 1d. at 245 98 |.D at 414. Athough Exxon
Gonpany, US A, supra, was deci ded under the pre-1988 regul ati ons, the
regul atory changes do not noot the Board s recognition that "processing"
includes the renoval or extraction of Nd's fromwet gas and i s properly
di sti ngui shed fromseparation of gas fromproduced crude, condensate, or
water which is not entitled to an allowance. See id. at 243-44, 98 |1.D
at 414. Wiile we acknow edge that no allowance is available for the costs
of treatnent necessary to place production in narketabl e condition, the
record reflects that the Iiquid hydrocarbon products are narketabl e once
separated fromthe natural gas at the slug catcher. As noted above, these
NA's were narketed wthout further processing prior to installation of
the VRU

For these reasons, we find the recovery of NA's under pressure in
the VRU constitutes part of the processing of the wet gas into |iquids and
natural gas, for which an all owance for the cost of nanufacture i s proper.

Ve further determine the processing allowance is not only for fractiona-
tion expenses, which MVB concedes, but al so for the costs of extraction
and recovery of NAQ's fromthe gas streamthat occurs at the VRU

Accordingly, pursuant to the authority del egated to the Board of
Land Appeal s by the Secretary of the Interior, 43 CF.R 8§ 4.1, the deci-
sion appeal ed fromis affirned in part as it relates to the determnation
that recovery of Nd's fromthe gas streamat the VRU are royalty beari ng,
reversed as to the determnation that extraction and recovery costs are
not al | ownabl e processi ng deductions, and the case is renmanded to MVS for
reconputation of royalty consistent wth this decision.

Janes P. Terry
Admini strative Judge
| concur:

C Randall Gant, Jr.
Admini strative Judge
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